
STUDY SESSION 1
This topical coverage corresponds with the following CFA Institute assigned reading:
1. Ethics and Trust in the Investment Profession

The candidate should be able to:
a. explain ethics. (page 1)
b. describe the role of a code of ethics in defining a profession. (page 2)
c. identify challenges to ethical behavior. (page 2)
d. describe the need for high ethical standards in the investment industry. (page 2)
e. distinguish between ethical and legal standards. (page 3)
f. describe and apply a framework for ethical decision making. (page 4)

This topical coverage corresponds with the following CFA Institute assigned reading:
2. Code of Ethics and Standards of Professional Conduct

The candidate should be able to:
a. describe the structure of the CFA Institute Professional Conduct Program and the

process for the enforcement of the Code and Standards. (page 9)
b. state the six components of the Code of Ethics and the seven Standards of

Professional Conduct. (page 10)
c. explain the ethical responsibilities required by the Code and Standards, including

the sub-sections of each Standard. (page 11)

This topical coverage corresponds with the following CFA Institute assigned reading:
3. Guidance for Standards I–VII

The candidate should be able to:
a. demonstrate the application of the Code of Ethics and Standards of Professional

Conduct to situations involving issues of professional integrity. (page 17)
b. distinguish between conduct that conforms to the Code and Standards and conduct

that violates the Code and Standards. (page 17)
c. recommend practices and procedures designed to prevent violations of the Code of

Ethics and Standards of Professional Conduct. (page 17)

This topical coverage corresponds with the following CFA Institute assigned reading:
4. Introduction to the Global Investment Performance Standards
(GIPS®)

The candidate should be able to:
a. explain why the GIPS standards were created, what parties the GIPS standards

apply to, and who is served by the standards. (page 47)
b. explain the construction and purpose of composites in performance reporting.

(page 48)
c. explain the requirements for verification. (page 48)

This topical coverage corresponds with the following CFA Institute assigned reading:
5. The GIPS Standards

The candidate should be able to:



a. describe the key features of the GIPS standards and the fundamentals of
compliance. (page 53)

b. describe the scope of the GIPS standards with respect to an investment firm’s
definition and historical performance record. (page 55)

c. explain how the GIPS standards are implemented in countries with existing
standards for performance reporting and describe the appropriate response when
the GIPS standards and local regulations conflict. (page 56)

d. describe the nine major sections of the GIPS standards. (page 56)



STUDY SESSION 2
This topical coverage corresponds with the following CFA Institute assigned reading:
6. The Time Value of Money

The candidate should be able to:
a. interpret interest rates as required rates of return, discount rates, or opportunity

costs. (page 73)
b. explain an interest rate as the sum of a real risk-free rate and premiums that

compensate investors for bearing distinct types of risk. (page 74)
c. calculate and interpret the effective annual rate, given the stated annual interest rate

and the frequency of compounding. (page 74)
d. solve time value of money problems for different frequencies of compounding.

(page 76)
e. calculate and interpret the future value (FV) and present value (PV) of a single sum

of money, an ordinary annuity, an annuity due, a perpetuity (PV only), and a series
of unequal cash flows. (page 77)

f. demonstrate the use of a time line in modeling and solving time value of money
problems. (page 89)

This topical coverage corresponds with the following CFA Institute assigned reading:
7. Discounted Cash Flow Applications

The candidate should be able to:
a. calculate and interpret the net present value (NPV) and the internal rate of return

(IRR) of an investment. (page 99)
b. contrast the NPV rule to the IRR rule, and identify problems associated with the

IRR rule. (page 102)
c. calculate and interpret a holding period return (total return). (page 103)
d. calculate and compare the money-weighted and time-weighted rates of return of a

portfolio and evaluate the performance of portfolios based on these measures.
(page 105)

e. calculate and interpret the bank discount yield, holding period yield, effective
annual yield, and money market yield for US Treasury bills and other money
market instruments. (page 108)

f. convert among holding period yields, money market yields, effective annual yields,
and bond equivalent yields. (page 110)

This topical coverage corresponds with the following CFA Institute assigned reading:
8. Statistical Concepts and Market Returns

The candidate should be able to:
a. distinguish between descriptive statistics and inferential statistics, between a

population and a sample, and among the types of measurement scales. (page 119)
b. define a parameter, a sample statistic, and a frequency distribution. (page 121)
c. calculate and interpret relative frequencies and cumulative relative frequencies,

given a frequency distribution. (page 123)



d. describe the properties of a data set presented as a histogram or a frequency
polygon. (page 124)

e. calculate and interpret measures of central tendency, including the population
mean, sample mean, arithmetic mean, weighted average or mean, geometric mean,
harmonic mean, median, and mode. (page 127)

f. calculate and interpret quartiles, quintiles, deciles, and percentiles. (page 131)
g. calculate and interpret 1) a range and a mean absolute deviation and 2) the variance

and standard deviation of a population and of a sample. (page 132)
h. calculate and interpret the proportion of observations falling within a specified

number of standard deviations of the mean using Chebyshev’s inequality. (page
137)

i. calculate and interpret the coefficient of variation and the Sharpe ratio. (page 138)
j. explain skewness and the meaning of a positively or negatively skewed return

distribution. (page 140)
k. describe the relative locations of the mean, median, and mode for a unimodal,

nonsymmetrical distribution. (page 140)
l. explain measures of sample skewness and kurtosis. (page 142)
m. compare the use of arithmetic and geometric means when analyzing investment

returns. (page 143)

This topical coverage corresponds with the following CFA Institute assigned reading:
9. Probability Concepts

The candidate should be able to:
a. define a random variable, an outcome, an event, mutually exclusive events, and

exhaustive events. (page 153)
b. state the two defining properties of probability and distinguish among empirical,

subjective, and a priori probabilities. (page 154)
c. state the probability of an event in terms of odds for and against the event. (page

154)
d. distinguish between unconditional and conditional probabilities. (page 155)
e. explain the multiplication, addition, and total probability rules. (page 155)
f. calculate and interpret 1) the joint probability of two events, 2) the probability that

at least one of two events will occur, given the probability of each and the joint
probability of the two events, and 3) a joint probability of any number of
independent events. (page 156)

g. distinguish between dependent and independent events. (page 159)
h. calculate and interpret an unconditional probability using the total probability rule.

(page 160)
i. explain the use of conditional expectation in investment applications. (page 162)
j. explain the use of a tree diagram to represent an investment problem. (page 162)
k. calculate and interpret covariance and correlation. (page 163)
l. calculate and interpret the expected value, variance, and standard deviation of a

random variable and of returns on a portfolio. (page 166)
m. calculate and interpret covariance given a joint probability function. (page 168)
n. calculate and interpret an updated probability using Bayes’ formula. (page 168)
o. identify the most appropriate method to solve a particular counting problem and

solve counting problems using factorial, combination, and permutation concepts.



(page 170)



STUDY SESSION 3
This topical coverage corresponds with the following CFA Institute assigned reading:
10. Common Probability Distributions

The candidate should be able to:
a. define a probability distribution and distinguish between discrete and continuous

random variables and their probability functions. (page 181)
b. describe the set of possible outcomes of a specified discrete random variable. (page

181)
c. interpret a cumulative distribution function. (page 183)
d. calculate and interpret probabilities for a random variable, given its cumulative

distribution function. (page 183)
e. define a discrete uniform random variable, a Bernoulli random variable, and a

binomial random variable. (page 185)
f. calculate and interpret probabilities given the discrete uniform and the binomial

distribution functions. (page 185)
g. construct a binomial tree to describe stock price movement. (page 187)
h. define the continuous uniform distribution and calculate and interpret probabilities,

given a continuous uniform distribution. (page 189)
i. explain the key properties of the normal distribution. (page 192)
j. distinguish between a univariate and a multivariate distribution and explain the role

of correlation in the multivariate normal distribution. (page 193)
k. determine the probability that a normally distributed random variable lies inside a

given interval. (page 194)
l. define the standard normal distribution, explain how to standardize a random

variable, and calculate and interpret probabilities using the standard normal
distribution. (page 195)

m. define shortfall risk, calculate the safety-first ratio, and select an optimal portfolio
using Roy’s safety-first criterion. (page 199)

n. explain the relationship between normal and lognormal distributions and why the
lognormal distribution is used to model asset prices. (page 202)

o. distinguish between discretely and continuously compounded rates of return and
calculate and interpret a continuously compounded rate of return, given a specific
holding period return. (page 203)

p. explain Monte Carlo simulation and describe its applications and limitations. (page
204)

q. compare Monte Carlo simulation and historical simulation. (page 205)

This topical coverage corresponds with the following CFA Institute assigned reading:
11. Sampling and Estimation

The candidate should be able to:
a. define simple random sampling and a sampling distribution. (page 214)
b. explain sampling error. (page 214)
c. distinguish between simple random and stratified random sampling. (page 215)
d. distinguish between time-series and cross-sectional data. (page 215)



e. explain the central limit theorem and its importance. (page 216)
f. calculate and interpret the standard error of the sample mean. (page 216)
g. identify and describe desirable properties of an estimator. (page 218)
h. distinguish between a point estimate and a confidence interval estimate of a

population parameter. (page 220)
i. describe properties of Student’s t-distribution and calculate and interpret its degrees

of freedom. (page 220)
j. calculate and interpret a confidence interval for a population mean, given a normal

distribution with 1) a known population variance, 2) an unknown population
variance, or 3) an unknown population variance and a large sample size. (page
223)

k. describe the issues regarding selection of the appropriate sample size, data-mining
bias, sample selection bias, survivorship bias, look-ahead bias, and time-period
bias. (page 227)

This topical coverage corresponds with the following CFA Institute assigned reading:
12. Hypothesis Testing

The candidate should be able to:
a. define a hypothesis, describe the steps of hypothesis testing, and describe and

interpret the choice of the null and alternative hypotheses. (page 236)
b. distinguish between one-tailed and two-tailed tests of hypotheses. (page 237)
c. explain a test statistic, Type I and Type II errors, a significance level, and how

significance levels are used in hypothesis testing. (page 239)
d. explain a decision rule, the power of a test, and the relation between confidence

intervals and hypothesis tests. (page 241)
e. distinguish between a statistical result and an economically meaningful result.

(page 244)
f. explain and interpret the p-value as it relates to hypothesis testing. (page 245)
g. identify the appropriate test statistic and interpret the results for a hypothesis test

concerning the population mean of both large and small samples when the
population is normally or approximately normally distributed and the variance is
1) known or 2) unknown. (page 245)

h. identify the appropriate test statistic and interpret the results for a hypothesis test
concerning the equality of the population means of two at least approximately
normally distributed populations, based on independent random samples with 1)
equal or 2) unequal assumed variances. (page 250)

i. identify the appropriate test statistic and interpret the results for a hypothesis test
concerning the mean difference of two normally distributed populations. (page
253)

j. identify the appropriate test statistic and interpret the results for a hypothesis test
concerning 1) the variance of a normally distributed population, and 2) the equality
of the variances of two normally distributed populations based on two independent
random samples. (page 256)

k. distinguish between parametric and nonparametric tests and describe situations in
which the use of nonparametric tests may be appropriate. (page 261)

This topical coverage corresponds with the following CFA Institute assigned reading:



13. Technical Analysis
The candidate should be able to:
a. explain principles of technical analysis, its applications, and its underlying

assumptions. (page 269)
b. describe the construction of different types of technical analysis charts and

interpret them. (page 270)
c. explain uses of trend, support, resistance lines, and change in polarity. (page 273)
d. describe common chart patterns. (page 274)
e. describe common technical analysis indicators (price-based, momentum

oscillators, sentiment, and flow of funds). (page 276)
f. explain how technical analysts use cycles. (page 280)
g. describe the key tenets of Elliott Wave Theory and the importance of Fibonacci

numbers. (page 280)
h. describe intermarket analysis as it relates to technical analysis and asset allocation.

(page 281)



Video covering
this content is

available online.

The following is a review of the Ethical and Professional Standards principles designed to address the
learning outcome statements set forth by CFA Institute. Cross-Reference to CFA Institute Assigned
Reading #1.

READING 1: ETHICS AND TRUST IN THE
INVESTMENT PROFESSION

Study Session 1

EXAM FOCUS
From this reading, candidates should learn the definitions of ethics and ethical behavior
presented by the authors and the arguments presented for having a code of ethics and
following ethical principles. Additionally, the arguments for integrating ethics into the
decision-making process include testable material.

MODULE 1.1: ETHICS AND TRUST
LOS 1.a: Explain ethics.

CFA® Program Curriculum, Volume 1, page 6
Ethics can be described as a set of shared beliefs about what is good or acceptable
behavior and what is bad or unacceptable behavior. Ethics also refers to the study of
good and bad behavior. Ethical conduct has been described as behavior that follows
moral principles and is consistent with society’s ethical expectations.
Ethical conduct has also been described as conduct that improves outcomes for
stakeholders, who are people directly or indirectly affected by the conduct. Examples
of stakeholders in the case of investment professionals include their clients, coworkers,
employers, and the investment profession as a whole. Some decisions may bring
positive results for you, but negative consequences for a stakeholder, such as a
coworker. Ethical conduct is behavior that balances your self-interest with the impact on
others.

LOS 1.b: Describe the role of a code of ethics in defining a profession.

CFA® Program Curriculum, Volume 1, page 9
A code of ethics is a written set of moral principles that can guide behavior by
describing what is considered acceptable behavior. Having a code of ethics is a way to
communicate the values, principles, and expectations of an organization or other group
of people and provides a general guide to what constitutes acceptable behavior. Some
codes of ethics include a set of rules or standards that require some minimum level of
ethical behavior.



A profession refers to a group of people with specialized skills and knowledge who
serve others and agree to behave in accordance with a code of ethics. A professional
code of ethics is a way for a profession to communicate to the public that its members
will use their knowledge and skills to serve their clients in an honest and ethical manner.

LOS 1.c: Identify challenges to ethical behavior.

CFA® Program Curriculum, Volume 1, page 11
One challenge to ethical behavior is that individuals tend to overrate the ethical quality
of their behavior on a relative basis and overemphasize the importance of their own
personal traits in determining the ethical quality of their behavior.
It is claimed that external or situational influences are a more important determinant of
the ethical quality of behavior than internal (personal) traits that influence behavior.
One situational influence is social pressure from others. Loyalty to an employer,
supervisor, organization, or coworkers can cause individuals to act in unethical ways as
they place more importance on their self-interest and short-term results than on longer-
term results and the ethical quality of their decisions and behavior. The prospect of
acquiring more money or greater prestige can cause individuals to engage in unethical
behavior.
Firms with strict rules-based compliance procedures run the risk of fostering a culture
that is so focused on adhering to compliance rules that individuals only ask themselves
what they can do. The question of what behavior they should engage in, based on
ethical principles and longer-term results, is often not addressed in such situations.

LOS 1.d: Describe the need for high ethical standards in the investment industry.

CFA® Program Curriculum, Volume 1, page 15
Investment professionals have a special responsibility because they are entrusted with
their clients’ wealth. The responsibility to use their specialized knowledge and skills to
both protect and grow client assets makes high ethical standards all the more important.
Investment advice and management are intangible products, making quality and value
received more difficult to evaluate than for tangible products such as a laptop computer
or a restaurant meal. For this reason, trust in investment professionals takes on an even
greater importance than in many other businesses.
Failure to act in a highly ethical manner can damage not only client wealth but also
impede the success of investment firms and investment professionals because potential
investors will be less likely to use their services.
Unethical behavior by financial services professionals can have negative effects for
society as a whole. The financial services industry serves as an intermediary between
savers and those seeking financing for their business activities. A lack of trust in
financial advisors will reduce the funds entrusted to them and increase the cost of
raising capital for business investment and growth. When investors cannot rely on the
information they receive from financial services professionals, this adds another layer of
risk on top of the investment risks that investors face. Even the perception of additional
risk will reduce the amounts invested and increase the returns required to attract
investor capital.



In addition to reducing the amount of investment overall, unethical behavior—such as
providing incomplete, misleading, or false information to investors—can affect the
allocation of the capital that is raised. Misallocation of capital to businesses other than
those with the most potential for growth and societal benefit reduces the growth of an
economy and the well-being of its people. When the allocation of investment capital is
constrained or inefficient, the negative consequences extend to all the participants in an
economy.

LOS 1.e: Distinguish between ethical and legal standards.

CFA® Program Curriculum, Volume 1, page 17
Not all unethical actions are illegal, and not all illegal actions are unethical. In some
places it may be illegal to report one’s employer’s actions against the best interests of
clients by sharing what is considered private company information with authorities, but
doing so may be considered ethical “whistle-blowing” behavior by some. Acts of civil
disobedience that are illegal are also considered by many to be ethical behavior. On the
other hand, recommending investment in a relative’s firm without disclosure may not be
illegal, but would be considered unethical by many.
Ethical principles often set a higher standard of behavior than laws and regulations.
New laws and regulations often result from recent instances of what is perceived to be
unethical behavior. Just as the Securities Act of 1933, the Glass-Steagall Act, and the
Securities Exchange Act of 1934 followed the perceived bad behavior by investment
professionals and bankers leading to the 1929 market crash, the Sarbanes-Oxley laws
followed the accounting scandals at Enron and Worldcom, and the Dodd-Frank Act
followed the 2008 financial crisis. New laws and regulations can create opportunities
for different unethical behavior. In general, ethical decisions require more judgment and
consideration of the impact of behavior on many stakeholders compared to legal
decisions.

LOS 1.f: Describe and apply a framework for ethical decision making.

CFA® Program Curriculum, Volume 1, page 20
Ethical decisions will be improved when ethics are integrated into a firm’s decision
making process. This will allow decision makers and teams to consider alternative
actions as well as shorter- and longer-term consequences from various perspectives,
improving the ethical aspects of their decisions. To do this it is first necessary that the
firm adopt a code of ethics to guide the process.
Such integration provides an opportunity to teach, practice, and reinforce ethical
decision making. This is an important part of developing an ethical culture. The support
of senior management for integrating ethics into the decision-making process is also
very important in developing a culture and processes that will result in ethical decision
making.
Using a framework for ethical decision making helps individuals identify the important
issues involved, examine these issues from multiple perspectives, develop the necessary
judgment and decision making skills required, and avoid unanticipated ethical
consequences.



The following ethical decision-making framework is presented in the Level I CFA
curriculum:1

Identify: Relevant facts, stakeholders and duties owed, ethical principles, conflicts
of interest.
Consider: Situational influences, additional guidance, alternative actions.
Decide and act.
Reflect: Was the outcome as anticipated? Why or why not?

In the first step, decision makers need to identify the facts they have to work with, and
the facts they would like to have, before making a decision. Stakeholders—those
affected by the decision—must be identified. These stakeholders may include the
employer, clients, coworkers, self, family, and others in the industry, and the duties to
each stakeholder should be identified. This part of the process will also help in
explicitly identifying potential conflicts of interest among the various stakeholders. At
this point the decision makers should be able to identify the ethical principles involved
in the decision, although greater clarity about those may also be gained throughout the
process.
In the second step, the framework suggests situational factors that may influence
decision makers should be identified and considered along with any personal biases that
may come into play. At this point, decision makers may seek outside guidance which
can come from a mentor, colleagues, or friends who have shown good judgment in the
past. Guidance may also be sought from the firm’s legal and compliance departments.
This guidance from alternative sources will help to provide a variety of perspectives
from which the decision under consideration can be viewed, as well as help in
developing alternatives that should be considered. Finally, the alternative actions that
have been identified are all considered, taking into account both the short-term and
long-term effects of each alternative action and any potential but unanticipated ethical
implications.
In the final step, decision makers should evaluate the outcomes of the actions that were
taken. In particular, they should consider whether the decisions had their intended
results and whether appropriate consideration was given to ethical principles, situational
influences, and duties to clients and other stakeholders.

MODULE QUIZ 1.1

To best evaluate your performance, enter your quiz answers online.

1. Ethics is least likely:
A. the study of acceptable and unacceptable behavior.
B. the careful following of all laws and regulations.
C. a set of moral principles to guide behavior.

2. A code of ethics:
A. is a personal view of acceptable behavior.
B. encompasses current “best practices.”
C. specifies a minimum level of acceptable conduct.

3. A professional code of conduct:
A. can increase public trust in the profession.



B. guarantees that members will adhere to a minimum level of ethical
conduct.

C. includes standards that provide guidance for specific behaviors.
4. Situational factors that influence ethical behavior are least likely to include:

A. social pressure.
B. large financial rewards.
C. a lack of ethical principles.

5. Compared to complying with laws and regulations, complying with a code of
ethics:

A. is considered a lower standard.
B. often involves more judgment.
C. includes compliance with all laws and regulations.

6. Employing a framework for decision making that includes the ethical aspects of
the decision is most likely to:

A. lead to higher profits.
B. avoid any unintended ethical consequences of decisions.
C. balance the interests of various stakeholders.



KEY CONCEPTS
LOS 1.a
Ethical behavior is that which conforms to a set of rules and moral principles based on
shared beliefs about what behavior is acceptable and what behavior is unacceptable.

LOS 1.b
A professional code of ethics is a way for a profession to communicate to the public that
its members will use their knowledge and skills to serve their clients in an honest and
ethical manner, and can increase public confidence and trust that members will act
ethically.

LOS 1.c
Challenges to ethical behavior include overestimating one’s own ethical character,
considering only near-term consequences and not longer-term consequences of
behavior, and letting situational (external) influences, such as peer pressure, unduly
affect one’s decisions and behavior.

LOS 1.d
Investment professionals have a special responsibility to use their specialized
knowledge and skills to both protect and grow client assets. The fact that investment
management is an intangible product makes high ethical standards all the more
important in the financial services profession.

LOS 1.e
Not all unethical actions are illegal, and not all illegal actions are unethical. Laws are
more specific than ethical principles and often address prior unethical behavior. Ethical
behavior requires more judgment; acts such as civil disobedience may be considered
ethical even when they are illegal.

LOS 1.f
A framework for ethical decision making is designed to lead to better decisions by
identifying the stakeholders affected and the conflicts of interest among them,
considering alternative actions and the relevant situational influences on decision
makers, seeking out different perspectives, and evaluating decisions to see if they had
unintended consequences.

1. “Ethics and Trust in the Investment Profession,” Bidhan L Parmar, PhD, Dorothy C. Kelly, CFA, and
David B. Stevens, CFA, in CFA Program 2019 Level I Curriculum, Volume 1 (CFA Institute, 2018).



ANSWER KEY FOR MODULE QUIZ

Module Quiz 1.1

1. B Simply following all laws and regulations is not as high a standard as ethical
behavior. Ethical principles typically involve more judgment than laws or
regulations. (LOS 1.a)

2. C A code of ethics specifies a minimum level of acceptable conduct for a group or
organization, whereas “best practices” are suggested behavior, not a minimum
acceptable level. (LOS 1.b)

3. A A professional code of conduct communicates to the public that members have
promised to uphold a minimum level of ethical conduct when acting for clients.
This is no guarantee that all members will follow the code at all times. A code of
conduct may include specific standards of behavior or only state principles of
conduct without specific standards or guidance. (LOS 1.b)

4. C Situational factors are those external to the decision makers, such as financial
rewards and desire to please coworkers or others. Researchers have found that
external factors are often more likely than a lack of personal ethics to lead to poor
ethical decisions. (LOS 1.c)

5. B A code of ethics is considered a higher standard of behavior as it goes beyond
simply legality of behavior. Compliance with the ethical principles of a code of
ethics often requires judgment in balancing the interests of various stakeholders
and consideration of short-term effects with longer-term effects of decisions.
Some behavior that is illegal, such as civil disobedience or “whistle-blowing,” is
considered to be ethical behavior by many. (LOS 1.e)

6. C A decision-making framework that includes the ethical aspects of the decision
should consider the conflicts among the interests of various stakeholders so that
decision makers can use the company’s stated ethical principles and their
judgment to balance these interests in an ethical manner. Profit maximization, at
least in the short term, does not necessarily follow from sound ethical judgment.
While integrating ethics into the decision-making process can consider and reduce
unintended ethical consequences of a decision, avoiding them altogether can never
be assured. (LOS 1.f)
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The following is a review of the Ethical and Professional Standards principles designed to address the
learning outcome statements set forth by CFA Institute. Cross-Reference to CFA Institute Assigned
Reading #2.

READING 2: CODE OF ETHICS AND
STANDARDS OF PROFESSIONAL
CONDUCT

Study Session 1

EXAM FOCUS
In addition to reading this review of the ethics material, we strongly recommend that all
candidates for the CFA® examination read the Standards of Practice Handbook 11th
Edition (2014) multiple times. As a Level I CFA candidate, it is your responsibility to
comply with the Code and Standards. The complete Code and Standards are reprinted
in Volume 1 of the CFA Program Curriculum.

MODULE 2.1: CODE AND STANDARDS
LOS 2.a: Describe the structure of the CFA Institute Professional
Conduct Program and the process for the enforcement of the Code
and Standards.

CFA® Program Curriculum, Volume 1, page 37
The CFA Institute Professional Conduct Program is covered by the
CFA Institute Bylaws and the Rules of Procedure for Proceedings Related to
Professional Conduct. The Program is based on the principles of fairness of the process
to members and candidates and maintaining the confidentiality of the proceedings. The
CFA Institute Board of Governors has overall responsibility for the Professional
Conduct Program and its Disciplinary Review Committee is responsible for enforcing
of the Code and Standards.
The CFA Institute Professional Conduct staff conducts inquiries related to professional
conduct. Several circumstances can prompt such an inquiry:

1. Self-disclosure by members or candidates on their annual Professional Conduct
Statements of involvement in civil litigation or a criminal investigation, or that the
member or candidate is the subject of a written complaint.

2. Written complaints about a member or candidate’s professional conduct that are
received by the Professional Conduct staff.

3. Evidence of misconduct by a member or candidate that the Professional Conduct
staff received through public sources, such as a media article or broadcast.



4. A report by a CFA exam proctor of a possible violation during the examination.
5. Analysis of exam materials and monitoring of social media by CFA Institute.

Once an inquiry has begun, the Professional Conduct staff may request (in writing) an
explanation from the subject member or candidate and may: (1) interview the subject
member or candidate, (2) interview the complainant or other third parties, and/or (3)
collect documents and records relevant to the investigation.
The Professional Conduct staff may decide: (1) that no disciplinary sanctions are
appropriate, (2) to issue a cautionary letter, or (3) to discipline the member or candidate.
In a case where the Professional Conduct staff finds a violation has occurred and
proposes a disciplinary sanction, the member or candidate may accept or reject the
sanction. If the member or candidate chooses to reject the sanction, the matter will be
referred to a disciplinary review panel of CFA Institute members for a hearing.
Sanctions imposed may include condemnation by the member’s peers or suspension of
candidate’s continued participation in the CFA Program.

LOS 2.b: State the six components of the Code of Ethics and the seven Standards
of Professional Conduct.

CFA® Program Curriculum, Volume 1, page 43

Code of Ethics
Members of CFA Institute [including Chartered Financial Analyst® (CFA®)
charterholders] and candidates for the CFA designation (“Members and Candidates”)
must:1

Act with integrity, competence, diligence, respect, and in an ethical manner with
the public, clients, prospective clients, employers, employees, colleagues in the
investment profession, and other participants in the global capital markets.
Place the integrity of the investment profession and the interests of clients above
their own personal interests.
Use reasonable care and exercise independent professional judgment when
conducting investment analysis, making investment recommendations, taking
investment actions, and engaging in other professional activities.
Practice and encourage others to practice in a professional and ethical manner that
will reflect credit on themselves and the profession.
Promote the integrity and viability of the global capital markets for the ultimate
benefit of society.
Maintain and improve their professional competence and strive to maintain and
improve the competence of other investment professionals.

The Standards of Professional Conduct
I. Professionalism

II. Integrity of Capital Markets
III. Duties to Clients



IV. Duties to Employers
V. Investment Analysis, Recommendations, and Actions

VI. Conflicts of Interest
VII. Responsibilities as a CFA Institute Member or CFA Candidate

LOS 2.c: Explain the ethical responsibilities required by the Code and Standards,
including the sub-sections of each Standard.

CFA® Program Curriculum, Volume 1, page 43

Standards of Professional Conduct2

I. PROFESSIONALISM

A. Knowledge of the Law. Members and Candidates must understand and
comply with all applicable laws, rules, and regulations (including the CFA
Institute Code of Ethics and Standards of Professional Conduct) of any
government, regulatory organization, licensing agency, or professional
association governing their professional activities. In the event of conflict,
Members and Candidates must comply with the more strict law, rule, or
regulation. Members and Candidates must not knowingly participate or
assist in any violation of laws, rules, or regulations and must dissociate
themselves from any such violation.

B. Independence and Objectivity. Members and Candidates must use
reasonable care and judgment to achieve and maintain independence and
objectivity in their professional activities. Members and Candidates must
not offer, solicit, or accept any gift, benefit, compensation, or consideration
that reasonably could be expected to compromise their own or another’s
independence and objectivity.

C. Misrepresentation. Members and Candidates must not knowingly make
any misrepresentations relating to investment analysis, recommendations,
actions, or other professional activities.

D. Misconduct. Members and Candidates must not engage in any professional
conduct involving dishonesty, fraud, or deceit or commit any act that
reflects adversely on their professional reputation, integrity, or competence.

II. INTEGRITY OF CAPITAL MARKETS

A. Material Nonpublic Information. Members and Candidates who possess
material nonpublic information that could affect the value of an investment
must not act or cause others to act on the information.

B. Market Manipulation. Members and Candidates must not engage in
practices that distort prices or artificially inflate trading volume with the
intent to mislead market participants.

III. DUTIES TO CLIENTS



A. Loyalty, Prudence, and Care. Members and Candidates have a duty of
loyalty to their clients and must act with reasonable care and exercise
prudent judgment. Members and Candidates must act for the benefit of their
clients and place their clients’ interests before their employer’s or their own
interests.

B. Fair Dealing. Members and Candidates must deal fairly and objectively
with all clients when providing investment analysis, making investment
recommendations, taking investment action, or engaging in other
professional activities.

C. Suitability.

1. When Members and Candidates are in an advisory relationship with a
client, they must:

a. Make a reasonable inquiry into a client’s or prospective clients’
investment experience, risk and return objectives, and financial
constraints prior to making any investment recommendation or
taking investment action and must reassess and update this
information regularly.

b. Determine that an investment is suitable to the client’s financial
situation and consistent with the client’s written objectives,
mandates, and constraints before making an investment
recommendation or taking investment action.

c. Judge the suitability of investments in the context of the client’s
total portfolio.

2. When Members and Candidates are responsible for managing a
portfolio to a specific mandate, strategy, or style, they must make only
investment recommendations or take only investment actions that are
consistent with the stated objectives and constraints of the portfolio.

D. Performance Presentation. When communicating investment performance
information, Members or Candidates must make reasonable efforts to ensure
that it is fair, accurate, and complete.

E. Preservation of Confidentiality. Members and Candidates must keep
information about current, former, and prospective clients confidential
unless:

1. The information concerns illegal activities on the part of the client or
prospective client,

2. Disclosure is required by law, or

3. The client or prospective client permits disclosure of the information.
IV. DUTIES TO EMPLOYERS

A. Loyalty. In matters related to their employment, Members and Candidates
must act for the benefit of their employer and not deprive their employer of



the advantage of their skills and abilities, divulge confidential information,
or otherwise cause harm to their employer.

B. Additional Compensation Arrangements. Members and Candidates must
not accept gifts, benefits, compensation, or consideration that competes with
or might reasonably be expected to create a conflict of interest with their
employer’s interest unless they obtain written consent from all parties
involved.

C. Responsibilities of Supervisors. Members and Candidates must make
reasonable efforts to ensure that anyone subject to their supervision or
authority complies with applicable laws, rules, regulations, and the Code
and Standards.

V. INVESTMENT ANALYSIS, RECOMMENDATIONS, AND ACTIONS

A. Diligence and Reasonable Basis. Members and Candidates must:

1. Exercise diligence, independence, and thoroughness in analyzing
investments, making investment recommendations, and taking
investment actions.

2. Have a reasonable and adequate basis, supported by appropriate
research and investigation, for any investment analysis,
recommendation, or action.

B. Communication with Clients and Prospective Clients. Members and
Candidates must:

1. Disclose to clients and prospective clients the basic format and general
principles of the investment processes they use to analyze
investments, select securities, and construct portfolios and must
promptly disclose any changes that might materially affect those
processes.

2. Disclose to clients and prospective clients significant limitations and
risks associated with the investment process.

3. Use reasonable judgment in identifying which factors are important to
their investment analyses, recommendations, or actions and include
those factors in communications with clients and prospective clients.

4. Distinguish between fact and opinion in the presentation of investment
analysis and recommendations.

C. Record Retention. Members and Candidates must develop and maintain
appropriate records to support their investment analysis, recommendations,
actions, and other investment-related communications with clients and
prospective clients.

VI. CONFLICTS OF INTEREST

A. Disclosure of Conflicts. Members and Candidates must make full and fair
disclosure of all matters that could reasonably be expected to impair their



independence and objectivity or interfere with respective duties to their
clients, prospective clients, and employer. Members and Candidates must
ensure that such disclosures are prominent, are delivered in plain language,
and communicate the relevant information effectively.

B. Priority of Transactions. Investment transactions for clients and employers
must have priority over investment transactions in which a Member or
Candidate is the beneficial owner.

C. Referral Fees. Members and Candidates must disclose to their employer,
clients, and prospective clients, as appropriate, any compensation,
consideration, or benefit received by, or paid to, others for the
recommendation of products or services.

VII. RESPONSIBILITIES AS A CFA INSTITUTE MEMBER OR CFA
CANDIDATE

A. Conduct as Participants in CFA Institute Programs. Members and
Candidates must not engage in any conduct that compromises the reputation
or integrity of CFA Institute or the CFA designation or the integrity,
validity, or security of CFA Institute programs.

B. Reference to CFA Institute, the CFA Designation, and the CFA
Program. When referring to CFA Institute, CFA Institute membership, the
CFA designation, or candidacy in the CFA Program, Members and
Candidates must not misrepresent or exaggerate the meaning or implications
of membership in CFA Institute, holding the CFA designation, or candidacy
in the CFA Program.

MODULE QUIZ 2.1

To best evaluate your performance, enter your quiz answers online.

1. In the case of a complaint about a member’s professional conduct, CFA Institute
Professional Conduct Program staff are least likely to:

A. review documents and records related to the complaint.
B. request an interview with the member or with the party making the

complaint.
C. suspend the member’s right to use the CFA designation while an

investigation is in progress.
2. Which of the following requirements for members and candidates is one of the

six components of the Code of Ethics?
A. Maintain and improve their professional competence.
B. Do not act or cause others to act on material nonpublic information.
C. Distinguish between fact and opinion when presenting investment analysis.

3. If a member or candidate is offered an additional compensation arrangement by
a client, which of the seven Standards of Professional Conduct states the
requirements the member or candidate must follow?

A. Duties to Clients.
B. Conflicts of Interest.
C. Duties to Employers.



1. Copyright 2014, CFA Institute. Reproduced and republished from “The Code of Ethics,” from
Standards of Practice Handbook, 11th Ed., 2014, with permission from CFA Institute. All rights
reserved.

2. Ibid.



ANSWER KEY FOR MODULE QUIZ

Module Quiz 2.1

1. C The process for enforcing the Code and Standards does not include suspending
a member or candidate while an inquiry is in progress. If CFA Institute
Professional Conduct staff receive information that prompts an inquiry, the staff
may request information from the member or candidate, interview parties who
initiated a complaint, or review relevant records and documents. (LOS 2.a)

2. A One of the six components of the Code of Ethics requires members and
candidates to “maintain and improve their professional competence and strive to
maintain and improve the competence of other investment professionals.” The
other two answer choices are required by the Standards of Professional Conduct
but are not components of the Code of Ethics. (LOS 2.b)

3. C The standard related to additional compensation arrangements is a subsection of
Standard IV Duties to Employers. (LOS 2.c)
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The following is a review of the Ethical and Professional Standards principles designed to address the
learning outcome statements set forth by CFA Institute. Cross-Reference to CFA Institute Assigned
Reading #3.

READING 3: GUIDANCE FOR STANDARDS
I–VII

Study Session 1

EXAM FOCUS
The Standards of Professional Conduct comprise seven Standards (I–VII) and a total of
22 subsections. These Standards and their application are described in the Standards of
Practice Handbook, 11th Edition, 2014, published by CFA Institute. We recommend
carefully reading the Standards of Practice Handbook multiple times in preparation for
your Level I exam (yes, the whole thing, including all examples). Fifteen percent of
your exam questions will be based on this book and the two relatively short readings
concerning Global Investment Performance Standards (GIPS). Given that much of this
material must simply be memorized, we also suggest that your final reading of the
Standards of Practice Handbook be on the Friday prior to your exam. You probably
don’t need to read all the examples that day, but if you highlighted some points during
an earlier reading, you can revisit those as you go through all the Standards, the
guidance, and the recommended best practices.

MODULE 3.1: GUIDANCE FOR STANDARDS
I(A) AND I(B)
LOS 3.a: Demonstrate the application of the Code of Ethics and
Standards of Professional Conduct to situations involving issues of
professional integrity.

LOS 3.b: Distinguish between conduct that conforms to the Code and Standards
and conduct that violates the Code and Standards.

LOS 3.c: Recommend practices and procedures designed to prevent violations of
the Code of Ethics and Standards of Professional Conduct.

CFA® Program Curriculum, Volume 1, page 49
The Standards of Practice Handbook is included in its entirety in the CFA curriculum
as Readings 2 and 3 of Volume 1. You can also download a PDF of the Standards of
Practice Handbook at the website for CFA Institute, www.cfainstitute.org. A third
alternative is to purchase the Standards of Practice Handbook through Amazon (make
sure you get the 11th edition) for about $30 or get the Kindle edition for $0.99.

http://www.cfainstitute.org


In our summary of the Standards of Practice, we focus on describing three things: (1)
actions that clearly violate the subsection, (2) the behaviors that each subsection is
intended to either encourage or discourage, and (3) recommended best practices for
members and their firms.
In many cases the actions that members and candidates must not take are explained
using terms open to interpretation, such as “reasonable,” “adequate,” and “token.”
Some examples from the Standards themselves are:

…use reasonable care and judgment to achieve…

…accept any gift, that reasonably could be expected to compromise…

…act with reasonable care and exercise prudent judgment…

…deal fairly and objectively with all clients…

...make a reasonable inquiry into…

…make reasonable efforts to ensure…

…might reasonably be expected to create a conflict of interest with…

…Have a reasonable and adequate basis…

…Use reasonable judgment in…

…matters that could be reasonably expected to impair…
The requirement of the LOS is that you know what constitutes a violation, not that you
draw a distinction between what is “reasonable” and what is not in a given situation. We
believe the exam writers take this into account and that if they intend, for example, to
test whether a recommendation has been given without reasonable care and judgment, it
will likely be clear either that the care and judgment exhibited by the analyst did not rise
to the level of “reasonable,” or that it did.
No monetary value for a “token” gift is given in the Standards, although it is
recommended that a firm establish such a monetary value for its employees. Here,
again, the correct answer to a question will not likely hinge on candidate’s
determination of what is a token gift and what is not. Questions should be clear in this
regard. A business dinner is likely a token gift, but a week at a condominium in Aspen
or tickets to the Super Bowl are likely not. Always look for clues in the questions that
lead you to the question-writer’s preferred answer choice, such as “lavish”
entertainment and “luxury” accommodations.
Next, we present a summary of each subsection of the Standards of Professional
Conduct. For each one, we first detail actions that violate the Standard and then list
actions and behaviors that are recommended within the Standards. We suggest you learn
the violations especially well so you understand that the other items are recommended.
For the exam, it is not necessary to memorize the Standard number and subsection



letter. Knowing that an action violates, for example, Professionalism, rather than Duties
to Employers or Duties to Clients, should be sufficient in this regard. Note that some
actions may violate more than one Standard.
One way to write questions for this material is to offer a reason that might make one
believe a Standard does not apply in a particular situation. In most, if not all, cases the
“reason” does not change the requirement of the Standard. If you are prohibited from
some action, the motivations for the action or other circumstances simply do not matter.
If the Standard says it’s a violation, it’s a violation. An exception is when intent is key
to the Standard, such as intending to mislead clients or market participants in general.

STANDARD I: PROFESSIONALISM
1

Standard I(A) Knowledge of the Law
Members and Candidates must understand and comply with all applicable laws, rules,
and regulations (including the CFA Institute Code of Ethics and Standards of
Professional Conduct) of any government, regulatory organization, licensing agency, or
professional association governing their professional activities. In the event of conflict,
Members and Candidates must comply with the more strict law, rule, or regulation.
Members and Candidates must not knowingly participate or assist in and must
dissociate from any violation of such laws, rules, or regulations.
The Standards begin with a straightforward statement: Don’t violate any laws, rules, or
regulations that apply to your professional activities. This includes the Code and
Standards, so any violation of the Code and Standards will also violate this subsection.
A member may be governed by different rules and regulations among the Standards, the
country in which the member resides, and the country where the member is doing
business. Follow the most strict of these, or, put another way, do not violate any of the
three sets of rules and regulations.
If you know that violations of applicable rules or laws are taking place, either by
coworkers or clients, CFA Institute strongly encourages members and candidates to
report potential violations.2 One way to do so is to approach your supervisor or
compliance department to remedy the situation. If they will not or cannot, then you
must dissociate from the activity (e.g., not working with a trading group you know is
not allocating client trades properly according to the Standard on Fair Dealing, or not
using marketing materials that you know or should know are misleading or erroneous).
If this cannot be accomplished, you may, in an extreme case, have to resign from the
firm to be in compliance with this Standard.

Recommendations for Members
Establish, or encourage employer to establish, procedures to keep employees
informed of changes in relevant laws, rules, and regulations.
Review, or encourage employer to review, the firm’s written compliance
procedures on a regular basis.



Maintain, or encourage employer to maintain, copies of current laws, rules, and
regulations.
When in doubt about legality, consult supervisor, compliance personnel, or a
lawyer.
When dissociating from violations, keep records documenting the violations,
encourage employer to bring an end to the violations.
There is no requirement in the Standards to report wrongdoers, but local law may
require it; members are “strongly encouraged” to report violations to CFA
Institute Professional Conduct Program.

Recommendations for Firms
Have a code of ethics.
Provide employees with information on laws, rules, and regulations governing
professional activities.
Have procedures for reporting suspected violations.

Standard I(B) Independence and Objectivity
Members and Candidates must use reasonable care and judgment to achieve and
maintain independence and objectivity in their professional activities. Members and
Candidates must not offer, solicit, or accept any gift, benefit, compensation, or
consideration that reasonably could be expected to compromise their own or another’s
independence and objectivity.
Analysts may face pressure or receive inducements to give a security a specific rating,
to select certain outside managers or vendors, or to produce favorable or unfavorable
research and conclusions. Members who allow their investment recommendations or
analysis to be influenced by such pressure or inducements will have violated the
requirement to use reasonable care and to maintain independence and objectivity in their
professional activities. Allocating shares in oversubscribed IPOs to personal accounts is
a violation.
Normal business entertainment is permitted. Members who accept, solicit, or offer
things of value that could be expected to influence the member’s or others’
independence or objectivity are violating the Standard. Gifts from clients are considered
less likely to compromise independence and objectivity than gifts from other parties.
Client gifts must be disclosed to the member’s employer prior to acceptance, if possible,
but after acceptance, if not.
Members may prepare reports paid for by the subject firm if compensation is a flat rate
not tied to the conclusions of the report (and if the fact that the research is issuer-paid is
disclosed). Accepting compensation that is dependent on the conclusions,
recommendations, or market impact of the report, and failure to disclose that research is
issuer-paid, are violations of this Standard.

Recommendations for Members
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Members or their firms should pay for their own travel to company events or tours when
practicable and limit use of corporate aircraft to trips for which commercial travel is not
an alternative.

Recommendations for Firms
Restrict employee participation in IPOs and private placements, require pre-
approval for participation.
Appoint a compliance officer, have written policies on independence and
objectivity and clear procedures for reporting violations.
Limit gifts, other than from clients, to token items only.

MODULE 3.2: GUIDANCE FOR STANDARDS
I(C) AND I(D)

Standard I(C) Misrepresentation
Members and Candidates must not knowingly make any misrepresentations relating to
investment analysis, recommendations, actions, or other professional activities.
Misrepresentation includes knowingly misleading investors, omitting relevant
information, presenting selective data to mislead investors, and plagiarism. Plagiarism is
using reports, forecasts, models, ideas, charts, graphs, or spreadsheets created by others
without crediting the source. Crediting the source is not required when using
projections, statistics, and tables from recognized financial and statistical reporting
services. When using models developed or research done by other members of the firm,
it is permitted to omit the names of those who are no longer with the firm as long as the
member does not represent work previously done by others as his alone.
Actions that would violate the Standard include:

Presenting third-party research as your own, without attribution to the source.
Guaranteeing a specific return on securities that do not have an explicit guarantee
from a government body or financial institution.
Selecting a valuation service because it puts the highest value on untraded security
holdings.
Selecting a performance benchmark that is not comparable to the investment
strategy employed.
Presenting performance data or attribution analysis that omits accounts or relevant
variables.
Offering false or misleading information about the analyst’s or firm’s capabilities,
expertise, or experience.
Using marketing materials from a third party (outside advisor) that are misleading.

Recommendations for Members
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Prepare a summary of experience, qualifications, and services a member is able to
perform.
Encourage employers to develop procedures for verifying marketing materials
provided by third parties concerning their capabilities, products, and services.
Cite the source of any summaries of materials provided by others.
Keep copies of all reports, articles, or other materials used in the preparation of
research reports.
Provide a list, in writing, of the firm’s available services and qualifications.
Periodically review documents and communications of members for any
misrepresentation of employee or firm qualifications and capabilities.

Standard I(D) Misconduct
Members and Candidates must not engage in any professional conduct involving
dishonesty, fraud, or deceit or commit any act that reflects adversely on their
professional reputation, integrity, or competence.
The first part here regarding professional conduct is clear: no dishonesty, fraud, or
deceit. The second part, while it applies to all conduct by the member, specifically
requires that the act, “reflects adversely on their professional reputation, integrity, or
competence.” The guidance states, in fact, that members must not try to use
enforcement of this Standard against another member to settle personal, political, or
other disputes that are not related to professional ethics or competence.

Recommendations for Firms
Develop and adopt a code of ethics and make clear that unethical behavior will
not be tolerated.
Give employees a list of potential violations and sanctions, including dismissal.
Check references of potential employees.

MODULE 3.3: GUIDANCE FOR STANDARD II

STANDARD II: INTEGRITY OF CAPITAL
MARKETS

Standard II(A) Material Nonpublic Information
Members and Candidates who possess material nonpublic information that could affect
the value of an investment must not act or cause others to act on the information.
Information is “material” if its disclosure would affect the price of a security or if a
reasonable investor would want the information before making an investment decision.
Information that is ambiguous as to its likely effect on price may not be considered
material.



Information is “nonpublic” until it has been made available to the marketplace. An
analyst conference call is not public disclosure. Selective disclosure of information by
corporations creates the potential for insider-trading violations.
The prohibition against acting on material nonpublic information extends to mutual
funds containing the subject securities as well as related swaps and options contracts. It
is the member’s responsibility to determine if information she receives has been
publicly disseminated prior acting or causing others to act on it.
Some members and candidates may be involved in transactions during which they are
provided with material nonpublic information by firms (e.g., investment banking
transactions). Members and candidates may use this information for its intended
purpose, but must not use the information for any other purpose unless it becomes
public information.
Under the so-called mosaic theory, reaching an investment conclusion through
perceptive analysis of public information combined with non-material nonpublic
information is not a violation of the Standard.

Recommendations for Members
Make reasonable efforts to achieve public dissemination by the firm of
information they possess.
Encourage their firms to adopt procedures to prevent the misuse of material
nonpublic information.

Recommendations for Firms
Use a firewall within the firm, with elements including:

Exercise substantial control of relevant interdepartmental communications
through a clearance area, such as the compliance or legal department.
Review employee trades.
Maintain “watch,” “restricted,” and “rumor” lists.

Monitor and restrict proprietary trading while a firm is in possession of material
nonpublic information. However, prohibiting all proprietary trading while a firm is in
possession of material nonpublic information may be inappropriate because it may send
a signal to the market. In these cases, firms should only take the opposite side of
unsolicited customer trades.

Standard II(B) Market Manipulation
Members and Candidates must not engage in practices that distort prices or artificially
inflate trading volume with the intent to mislead market participants.
Member actions may affect security values and trading volumes without violating this
Standard. The key point here is that if there is the intent to mislead, then the Standard is
violated. Of course, spreading false information to affect prices or volume is a violation
of this Standard as is making trades intended to mislead market participants.

MODULE QUIZ 3.1, 3.2, 3.3


